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UNITED STATES BANKRUPTCY COURT L
IN AND FOR THE DISTRICT OF ARIZONA e

In Chapter 11 proceedings
Case No. 02-04-bk-10486-CGC

MEMORANDUM DECISION RE:
MOTION TO ASSUME
DEVELOPMENT AGREEMENT
WITH CITY OF SANTA CLARITA

(Opinion to Post)

RFI REALTY, INC,, ct al.,

Debtor.

l. INTRODUCTION

A. Procedural Background

TheDebtors, RFl Realty, Inc. (" Readty"),Remediation Financial. Inc. (" RFI""),SantaClarita:
L.L.C.("SCLLC"),and Bermite Recovery,1..I1..C. (" Bermite") (collectively referred to hereinafter as
"Debtors™"), havemoved to assumethe““Development Agreement by and between the City of SantaClarita
and Whittaker Porta BellaDevelopment, Inc.” (the™ Devel opment Agreement™). The City of SantaClarita
(*"theCity") objects. and Whittaker Corporation (“Whittaker™) hasfiled astatement of positionraisinga
number of objections. The matter was argued on May 12. 2005, at which time it was taken under
advisement.

B. Overview

Certain of the Debtorsown approximately 1000 acresof contaminated and largely undevel oped
property in the heart of SnntaClarita. California. The propcerty was uscd to manufacturc avaricty of
munitionsand expl osivesbeginning in 1934. Whittaker owned and operated thesitefrom thelate 1960's
until thelate 1980's. All partiesagree that thedecades of expl osive manufacturing led to thesite's current
state of contamination. When the manufacturing ceased, but the contamination remained, the City and
various proposed devel opers began the long and difficult task of putting together adevel opment planfor
the properly. Theconcept that emerged was for a master planned community to be known as'' Porta
Bdla," with nearly 3000 homes, millions of squarefeet of commercial space, and publicspaces, including

parks and schools.
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Thiseffortculminated in March of 1996 whenthe City and asubsidiary of Whittaker, known as
Whittaker Porta BellaDevelopment, Inc. (""WPBD").enteredintothe Development Agreement at issue
here. The Development Agreement sets(orth the obligations of theparties and theentitlementsofthe land.
TheDevel opment Agreement wasformally approved by the City through the adoption of Ordinance No.
96-4.

TheDevelopment Agreement issubject toanumber of “project approvals.” Thesc include the
" SpecificPlan," a“Vesting Map." the*Final Conditionsof Approval.” the Oak Tree Permit 91-033, the
certificationof the Environmental Impact Report (" EIR), theadoption of the Mitigation Monitoringand
Reporting Plan, the Statement of Overriding Considerations, and the Amendmentsto General Plan
(Ordinance No. 95-06).

Of particular importance to the pending Motion to Assume are the Final Conditionsthat were
approved by Resolution No. 95-42. The Final Conditions cover awide variety of matters and are
identified by theftirst twoinitialsot the department of 'city government responsible for them or the subject
matterinvolved. For example, thethirty-two" DS conditionsrelateto the Devel opment Servicesdivision
of the Community Devel opment Department. Likewise, thereare*“TE” conditionsfor Traffic Engineering,
“EIN’”’ ennditinnsfor the Engineering Division, “QT” conditions relating to the existence of oak treesonthe
property,“TR” conditionsrelatingto Transit," FD" conditionsrel atingto the Fire Department, and" PR
conditionsrelating to Parks and Recreation.

All of this occurred well beforethe Debtorshad any interest in the subject property. InJanuary,
1999 (pursuant to apurchaseagreement dated asof November 5, 1998), SCL L C purchased 996 acres
fromWPBD. InMarch, 2000. Bermite acquired titleto approximately 23 acresadjacent tothe SCLLC
parcel. Pursuanttooneof the purchasedocuments(the™ Assumption and Assignment Agreement™).
Debtorsagreedto assume, dischargeand performall of WPBD and Whittaker's rightsand obligations

under the Development Agreement.’

'Debtors strenuously argue that the Assumption and Assignment Agreement is not executory
but fail to explain why that is important. If it is not an executory contract, then it is binding on
Debtors without the need, or even the ability, to assume it. But, certainly, it is binding

2
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The Debtors purchased the property knowing it to be contaminated; indeed, the purchase,
remediation, development, and sale of once contaminated property is stated to be Debtors' primary
business. However, there isnodisputethat Debtorsdid littleremediation and undertook no devel opment
after purchasingthe property. Thisledtoinvolvement of the California Department of Toxic Substances
Control ("DTSC"). Asaresult, in February of 2001, SCLLC entered into a 48 page Enforceable
Agreement with DTSC. Thisagreement detailed SCLLC’s obligationstoremediatethe property. By
January of 2002, the Californiaattorney general notified SCLLC that it wasin default of itsobligations
under the DTSC agreement.

Atthispoint, DTSC turned to Whittaker who, asaprior owner. wasrequired to step back inand
resume remediation. Thisremediation activity has continued to the present. Whittaker hasfiled a
substantial administrative claim for its costs of remediation.’

IL. THE POSITIONS OF THE PARTIES

A. Debtors

TheDebtorshavefiled amotionto sell the property that isscheduled for hearing, after adetailed
and lengthy auction process, on September 12,2005. Among the assetsto be sold arethe Debtors' rights
under the Nevelopment Agreement Nnnethel ess, Debtors seek to assume the Devel opment Agreement
now without identifying the ultimate assignee. Debtorsargue that thisisappropriate to establish for the
biddersthat they will beableto succeed to the benefitsof the Development Agreement. They further argue
that there are no defaults under the Devel opment Agreement; therefore, they need not show adequate
assurance of future performance. They further argue that they areentitled to assumethe Devel opment
Agreement freeof certain burdens,” in particular thetermsof asettlement by the City of the so-called
PERC litigationwhich, Debtorsargue, unreasonably prejudicesthe Debtorsby limiting the City's options
for environmental compliance.

B. The City

nonethel ess.

2Whittaker isthe insured under a policy with ZC Specialities pursuant to which it is reimbursed
for 90% of its out of pocket remediation costs.
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TheCity arguesthat it isprematurefor the Debtorsto assumethe Devel opment Agreement outside
ofthe context of an assignment to theeventual buyer. It assertsthat the Development Agreement isin
default, referencing in particular aresol ution passed by the City Council in2003. Inthat resolution, two
specificitemswereset out: 1) failureto namethe City asan additional insured under certaininsurance
policies; and 2) the breach by the Debtor of itsobligationsunder the DT SC Enforceable Agreement.
Further, the City insiststhat the Debtorscomply with DS-12, acondition that the Debtorsaccept; however,
both parties read the obligations imposed by DS-12 differently.

C. Whittaker

Whittaker arguesthat Debtorsare bound by all theobligati onsinthe Development Agreement and
related documents, including theobligationto clean up thewhol e site before construction may begin (DS-
12) and the obligation to indemnify the City for all contamination related risks and damages.

III. DISCUSSION AND ANALYSIS

A. Issues to be decided

Boiled to its essence, this motion presents two issues:

1. Whether the Development Agreement can, or should, be presently assumed by the
Debtors without assignment tn athird party purchaser? Thisissueimplicateswhether therearedefaults
under the Devel opment Agreement (the existence of which would obligate the Debtorsunder 11 U.S.C.
section 365(b)(1) tocuresuch defaults. compensate the City for any damages caused by the default and
demonstrate adequate assurance of future performance) and whether the applicable standard for
assumptionisthe Debtors' " businessjudgment.” Specificaly, thisissueraisesthequestion whether the
Debtors default under the DT SC Enforceable Agreement isadefault under the Devel opment Agreement
and whether theother alleged default. thefailureof Debtorsto namethe City asaninsured under Debtors
insurance policy with Steadfast, precludes assumption.

2. Whetherthe PERC settlementinappropriatel y** burdens' Debtors' rightsunder the Devel opment
Agreement by limiting the available methods for the City to grant approvals required under DS-12?

B. Assumption without assignment

Debtorsarequitecorrect that it isnot necessary for them to have an assigneein pocket in order
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toassumethe Development Agreement at thispoint. And, if thereare no defaults. then neither cure nor
adequate assurance would be necessary. But, of course, Section 365(a) makesany such assumption
subject toapproval by the Court and that decisionrequiresadetermination that an assumption isinthe best
interests of the estateand that, in turn, requiresan analysisof the nature of the Development Agreement
itself.

Thefirst issueiswhether there are defaults. Debtorsarguethat the City hasconsistently and
publicly stated that the Devel opment Agreement isinfull forceand effect and that noformal declarations
of default have beenissued. Thismissesthe point. First, many agreementsremainin full forceand effect"
wheredefaultsexist; thissituation isexplicitly recognized by Section 365'srequirement that defaults must
becuredfor anexecutory contract to beassumed. Thus, whileatermination of the contract may prevent
assumption, a default does not. No one is suggesting that the Development Agreement has been
terminated. Second, the parties have executed tolling agreements that explicitly prevent the formal
declaration of a default.

Here, the City performed. as the Development Agreement permitted it to do, areview of the
Debtors performanceunder the Devel opment Agreement and determinedtwo things: first, that the Debtors
werenot incompliance with DTSC’s Enforceable Agreement and, second, that Debtorshad failedto name
the City as an additional insured on its Steadfast policy. Are these defaults that need to be cured?

Baldly put, the Debtors view the Development Agreement asabundle of rightswithfew, if any
obligations. They point out that thereis no development timetable and suggest that there may be no
obligationtodevelopat all. Thisisbestillustrated by Debtors view of DS-12. That final condition states:

For theentire 996 acresssite, the applicant and/or futuredevel oper shall provideevidence,

to the satisfaction of the City, of proper hazardouswasteidentificationand remediation,

from CaliforniaEnvironmental ProtectionAgency/Department of Toxic SubstancesControl

prior totheissuance of any grading permits. Until such evidence hasbeen received, ho

construction may commence on the entire site until it is cleared by Cal EPA/DTSC.

In Debtors' view, DS-12 imposes no current remediation obligation upon them because they
have not commenced construction on the site. And, Debtors posit, because there is no deadline by

which construction must begin (other than the outside date fur termination which is2021), DS-12

will kick in only when, and if, Debtors or their assignee undertakesto develop the project.
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Thisof courseclasheswiththereality of the DTSC’s Enforceable Agreement and the Debtors
default under it that, in turn. hasled to theimpositionon Whittaker of remediationobligations. The Debtors
assert, and cite several public statements by representatives of the City to support their claim, that
compliancewiththe DT SC EnforceableAgreement isnot an obligationunder the Devel opment Agreement
andthat thereforenon-compliance does not giveriseto adefault under the Development Agreement. This
positional so clasheswith theredlity that the whole point of the Debtors' bankruptcy proceedingsisto sell
the property to an entity that wi// develop it.

Evenif Debtorsaretechnically correct (i.e., thereisno timetable and non-compliance withDTSC
isnot adefault under the Devel opment Agreement), itisahollow victory. Theguestion presented hereis
whether the Court should approve the present assumption of this Development Agreement without
designationof an assignee. Frankly, it seemswholly inappropriateto thisCourt todo so. Thisistruefor
two reasons. First, once the Development Agreement is assumed, any breach would give riseto an
administrativedamageclaim. The Debtorshave not articulated why it would beinthe best interestsof the
estatesto create that potential burden instead of taking advantage of the rel ease provisionsof Section
365(k) whereassignment isso clearly intended. Second, whether the Debtorsarein default or not, the
assignee will need to provide adequate assurance of future performance under Section 365()(2)(B).

Regardless of the Debtors' massaging of the fine print, it is clear that the essence of the
Development Agreement isthat thedeveloper wil develop the project, albeit on atimetableand in away
that makessensein light of market conditions. Further,the devel oper isentitled torely upon the bundleof
rightsset forthin the Devel opment Agreement and rel ated documentswithout the risk that changing political
windsor publicsentiment may strip away those benefits. Oneof the devel oper's specific obligationsisto
comply with the Specific Plan. which" seeksto restoreahighly disturbed siteto contemporary usesin
contrast toitscurrent status asvacated former industrial manufacturing site." Here, Debtorshave made
it clear that they have no intention of developing the site — the goal isto sell it. Thus, it would be
counterproductiveto spend too muchtimefocusingon the Debtors failures. Thecritical inquiry iswhether
the purchaser — whoever that may turn out to be — can demonstrate adequate assurance of future

performance, and that determination isfor the Court to make as part of the salesand assignment process.
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To make this determination, the Court will consider at least the following:

1. Theassignee's proposed timetablefor remediation and proposed timetablefor
development.

2. Theassignee's financial wherewithal ,fromitsown resourcesor el sewhere(such
asexisting or futureinsurance policiesheld by it or others) to fully devel op and
remediate the site.

Thesearerelevant considerationsbecauseeven though the Devel opment Agreement itself doesnot have
aspecifiedtimetable,it does specifically contemplatedevel opment of theentiresitewithintheterm of the
Development Agreement. To determine whether the proposed assignee has provided the necessary
adequate assurance, a review of its approach to completing the project will be required.

Theinsuranceissueissomewhat different. Under the Indemnification Agreement, theoriginal

developer, WPBD, had the obligation to provide indemnificationagreements fromitself and itsparent.
Whittaker, and to namethe City asan insured under any environmental policy, if obtained. Debtorsagree
that they, and any successor, are required to indemnify the City againstenvironmental liability®but argue
that the obligation to namethe City asan insured wasspecificto Whittaker. Thisdoesnot makesense;
under the Asscumption Agreement, Debtorsassumed al of Whittaker's obligations. Thismeansthat the
Debtorshavetheobligation to havethe City named asan insured if they obtained such apolicy. Debtors
did obtainsuch apolicy from Steadfast which, to date. hasrefused to namethe City, citing theongoing
coverage dispute.

Thisissuewill haveto beaddressed at thetimeof assignmentand sale. Thereisan inherenttension

here—will the Debtorshaveto provide such anendorsement in order to*' cure” thefailure of having not

previously doneso, where under Bankruptcy law, the Debtorswill berelieved of further liability under

*Much is made in the papers of the Debtors' alleged refusal to indemnify the City. Thisisa
non-issue; Debtors have agreed they have that obligation but sought clarification that they were not
obligated to obtain the signature of any Whittaker entity on an indemnification. There is no
indication that the City isin fact requiring the Debtors to do so; therefore, the matter need not be
addressed.
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Section 363(k) but may be asserted to have continuing liability asaresponsible party under CERCLA?
Itisprematureto addressthe questionnow inlight of the Court's determinationthat assumption shouldonly
be considered 1n connection with assignment.;

B. The PERC settlement and the meaning of DS-12

Debtorsarguethat they areentitled to assumethe Devel opment Agreement " free” of the City's
settlementinthe PERC litigation. Thisissueisnot ripeand the Court will not adjudicateit. When. or if.
theissue arises, thethen partiesto the Development Agreement will havewhatever remedies may be
availabletothem. If, for example, thethen devel oper requestsan approval from the City and concludes
that the City's response to that request viol atesthe Devel opment Agreement, then the devel oper may
proceed in accordance withitsrights. Thesameistrueof DS-12. Debtorssay that they arenot asking
foramodification of DS-12 but rather areasking for aninterpretation. However, amotiontoassumeis
not the equivalent of adeclaratory judgment action. A concretecaseor controversy needstoexist for the
Courts' jurisdiction tolie. What the Debtors are asking for now on both of these pointsisan advisory
opinion on mattersthat have not yet arisen and that may well be outsidethe Court's jurisdiction. TheCourt
declinesto give it.®
V. CONCLUSION

For theforegoing reasons, the Debtors' motion to assumethe Devel opment Agreement isdenied

“The issue may well be moot if a proposed settlement of the various insurance coverage issues
is finally reached and approved by the Court.

SAny assignee will have to name the City asinsured if it obtains such a policy; in other words,
it will succeed to the Debtors' obligations that the Debtors succeeded to as a result of the
Assumption and Assignment Agreement.

%The Court is of the view that the appropriate approach for any concerned would-be buyer is
to address the issue directly with the City in advance of the bidding and sale hearing.
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without prejudice. Counsel for Debtors isto serve copies of this decision on all interested parties.

So ordered.
DATED:

JUN 362005

CHARLES G. CASH/TT
UNITED STATES#ANKRUPTCY JUDGE

Copy of the ;me,%qing sent via facsimile and/or
/ i L LY

mailed this /

C. Taylor Ashworth
Alisa Lacey
Christopher Graver

day of June, 2005, to:

STINSON MORRISON HECKER LLP
North Central Avenue, Suite 2100

Phoenix, Arizona 85004-4584
Attorneys for Debtors
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Judicial Assistant
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